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Intro: This chapter discusses the concept, scope, objectives and functions of financial management. We will 
also analyse the difference between Financial Management and Financial Accounting 




Financial Management 


Financial Management 


I 


It is an important managerial function concerned with planning and controlling financial resources of an 
enterprise with a view to maximize returns on investment and wealth of organization. It enables an 
integrated decision making process involving acquisition of assets, financing and managing thereof to 
accomplish the goals and objectives of the organisation 


Functions of Financial 
Management 



r Allocation of funds and capital among different projects and plans 
with a view to maximise the value of the enterprise 
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Procurement of fund decisions 


Procurement of funds 

Procurement of funds decision is very critical one as it requires consideration of lot many factors such as 
sources of funds, terms and conditions of repayment, regulatory aspects, cost of capital and control 


Allocation of funds 



The financial manager is required to identify situations which require more funds or where funds remain 
idle or where proper use of funds is not made. The financial manager is responsible for effective use of 
funds in such a manner that all funds generate income more than cost of capital at which funds are 

procured 
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Scope and Objectives of Financial Management 


Scope: It covers wide areas of Financial Analysis & Planning, Cost of capital Analysis & 
Procurement of funds &, Management of funds raised, Working Capital Management, 
Capital budgeting Decisions, Capital Structuring & Restructuring, Investment Decisions. 
Dividend Decisions, Restructuring with Merger, Amalgamation, takeovers, expansions etc. 


The ultimate objective of financial management is wealth maximisation for shareholders 


To carry out the role and responsibility as financial manager, one must have 


Thorough knowledge I 
of financial accounting ■ 
& Financial Statement 
Analysis 


Sound knowledge 
of Regulatory 
aspects & tax laws 


Sound understanding of 
micro & macro 
economics and 
international Finance 


I Expertise and exposure 
in money market and 
capital market 
operations 
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Financial Anaiyaie and Planning 


Financial analysis mainly includes Ratio Analysis for performance evaluation, financial health 
determination for various financial planning and decisions 


Investment decisions determine how costly funds are allotted and committed to various protects and 
plans 


Financing decisions relate to acquiring optimum fund to finance various fined assets and working capital 
keeping in view the expected returns and required solvency, liquidity, profitability and growth 


Drv*d«r>d decisions determine as to when and tiow much profits of the organisation can be distributed as 
; dividend to shareholders 
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A rupee today is more valuable than a rupee after one year for the following reasons: 


Risk / Uncertainty 


if 




Present Consumption 


Inflation 


Liquidity Preference 


r 


There is always 
uncertainty about 
receipt of money in 
future 


In general persons or 
firms prefer current 
consumption or 
enjoyment of money 
to future one 


Due to inflationary 
conditions a rupee 
today represents a 
greater real 
purchasing power 
than a rupee a year 
after 


Both individuals and 
organisations prefer to 
have liquidity for their 
better use. Every 
financial decision 
involves cash flow 
both outflow and 
inflow occurring at 
different points of time 
for evaluating of 
investments or 
projects 
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Financial management process and perspectives of an enterpnse depend not onty on 
philosophy, financial nsk -management policy and practice, but also on the financial system of t 
and abroad The financial manager therefore must have clear understanding of the financial sy 


The financial management function in a firm is broadly divided into s 

Accounting and Control functions I I Treasury Management functK 


Treasury Functions mainly include the following tasks: 

f J Financial Planning Analysis 


Fund Acquisition 


Investment Decisions 


Fund Allocation and Investment Financing 


Cash Management 


Financial Risk Management 
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Finance and Accounting Control functions mainly include the following tasks 
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Budgeting and Budgetary Control 

,,, 

External Reporting 


Tax Planning and Management 


MIS and Internal control 

i 
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The financial statements shall give a true and 
fair view of the state of affairs of the company or 
companies, comply with the accounting 
standards notified under Section 133 and shall 
be in the form or forms as may be provided for 
different class or classes of companies in 
Schedule III 


At every annual general meeting of a company, 
the Board of Directors of the company shall lay 
before such meeting financial statements for the 
financial year 
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Section 210 of the Companies Act, 1956 requiring the 
Financial Statement p repara tion and presentation of the Board of Directors 
U/s 210 of Co s Act Qf the comp any shall lay at every annual general 
1 956 meeting of the company 


A Balance Sheet as at the 
end of the period 

A Profit and Loss Account 
for the period 


A statement of financial position (balance sheet) at the 
end of the period 

A statement of comparative Income for the period (or an 
income statement and a statement of comparative 
Financial Statement The following are the income) 

U/s 1 29 of Co’s Act basic requirement of 

201 3 IAS 1 a statement of changes in equity for the period 

Notes comprising a summary of accounting policies and 
other explanatory notes 


the annual general meeting of the company along with the laying of its financial statement 
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Financial statements of companies with reference to Schedule III of the Act 2013 


Schedule III (See Section 129) 

General instructions for preparation of Balance Sheet and Statement of Profit and Loss of a JJY 
Where compliance with the requirements of the Act including Accounting Standards as applicable to I 
companies require any change in treatment or disclosure including addition, amendment, suosti u i 
deletion in the head or sub-head or any changes, inter se, in the financial statements or state 
forming part thereof, the same shall be made and the requirements of this Schedule snan stana 
modified accordingly. a 


Operating Cycle 


An operating cycle is the time between the acquisition of assets for processing and their realization in 
cash or cash equivalents Where the normal operating cycle cannot be identified, it is assumed to have 

duration of 12 months 
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Preparation and Presentation of Financial Statements 
Notes to accounts: A company shall disclose the following in the notes to accounts as per requirements 


Long-term 

Provisions 


Share Capital 

Reserves and 
Surplus 

Long-term 

Borrowings 

Other Long-term 
Liabilities 

Short-term 

Borrowings 

Other Current 
Liabilities 

Short-term 

Provisions 

Tangible Assets 

Non-current 

Investments 

Long-term Loans 
and Advances 

Other Non-current 
Assets 

Current 

Investments 

Trade 

Receivables 

Cash and cash 
equivalents 

Short-term loans 
and advances 

Other current 
assets (specify 
nature) 


Intangible Assets 


Inventories 


Contingencies 
and commitments 
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Financial statements of life insurance companies w.r.t. IRDA regulations 


Preparation of Financial Statements of Insurance Company 

The primary legislations including The Insurance Act. 1938 and the IRDA Act. 1 ^Hii^ow^r^nfTabove 
insurance business in India provide the legal framework of insurance accounting in , n ,~ AA pv ., nrl thp 
the principles and practice prescnbed by Generally Accepted Accounting Principles (G other 

various Accounting Standards (AS) issued by the Institute of Chartered 0 

international Financial Accounting Standards Board (FASB) 

Section 11 of the Insurance Act. 1938 provides that every insurer, on or after the 'fund 

IRDA Act. 1999 in respect of insurance business transacted by him and in respect of his 

shall prepare the following financial statements at the expiration of each financial year 


A Balance Sheet 


A Profit and Loss 
account 


A separate Account of 
Receipts and Payments 
(Cash Flow Statement) 


Revenue Accounts in 
accordance with the 
regulations made by 
the Authority 


Every insurer shall keep separate accounts relating to funds of shareholders and policyholders 
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Accounting Regulations and Financial Statements 


IRDA (Preparation of Financial Statements and Auditor’s Report of Insurance Companies) Regulations, 

2002 provide that 


An insurer carrying on life 
insurance business shall 
comply with the requirements of 
Schedule ‘A’ to prepare 
financial statements 


An insurer carrying on general 
insurance business shall 
comply with the requirements of 
Schedule ‘B’ to prepare 
financial statements 


The Report of the Auditors on 
the Financial Statements of 
every insurer / re-insurer shall 
be in conformity with the 
requirements of Schedule C’ 
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The said regulation further provides that Financial Statements comprising i) Balance Sheet, ii) Receipts and 
Payments Account (Cash Flow Statement) Front & Loss Account (Shareholders Account) and Revenue 
Account (Policyholders Account) shall be in conformity with the Accounting Standards (AS) issued by the 
Institute Of Chartered Accountants of India to the extent applicable to the insurer except that 


Accounting Standard 3 


Accounting Standard 13 Accounting Standard 17 


Cash-flow Statement shall be 
only under Direct Method 


Segment reporting shall apply to 

Accounting for Investment shall all insurers irrespective of the 
not be applicable requirements for listing and 

turnover mentioned therein 


Preparation of financial statements - life insurance business 


Revenue Account (Form A - RA) 


Profit and Loss Account 
(Form A - PL) 


Balance Sheet (Form A - BS) as 
per Part V in Schedule A of 
Regulation 3 
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Financial statements for non-life insurers 

Non-life insurers shall prepare Financial Statements as per specified forms such as: 


Revenue Account (Form RA) 


Profit and Loss Account 
(Form PL) 


Balance Sheet (Form BS) as per 
Part V in Schedule B of 
Regulation 3 


The said Financial Statements will be prepared in accordance with General Instructions for preparations 
as per Part III The said Financial Statements shall be supported by Disclosures Forming Part of Financial 
Statements and the comments of Management report as per Part II and Part IV of the Schedule B 
respectively 


Financial statements are to be prepared in the forms and manners as prescribed in the IRDA 
Regulations Revenue Account to be prepared separately for Fire, Marine & Miscellaneous Insurance 


IC 89 Management Accounting 



tefj mJk ftm mvR Chapter 2 

insurance institute ,»i* indiu Preparation and Presentation of Financial Statomonts 



Cash Flow Statement 


Cash Flow Statement is useful in providing users of financial statements with a basis to assess the ability 
of the firm to generate cash and cash equivalent and the needs of the firm to utilise those cash flows The 
financial decisions that are taken by users require an evaluation of the ability of the firm to generate cash 
and cash equivalent and the timing and certainty of their generation 


In insurance industry the cash flow statement is of prime importance to the users of the financial 
statements as the insurance company carries on risk taking business dealing with an intangible product 
i.e a promise to indemnify a loss in future as and when accident will occur in consideration of premium 

collected currently 


The insurers need to have both solvency and liquidity sufficiently to pay off their liability for claims at the 
time of accident i.e occurrence of perils. Thus an insurer should always prepare a cash flow statement 
and should present it for each period for which financial statements are presented as per regulatory 
norms and forms. As per IRDA regulations Cash Flow statement in an insurance company is to be 
prepared in a Direct Method where AS 3 will not be applicable 
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Financial Statements of Mutual Funds 


Financial Statements of mutual funds or Asset Management Companies are to be prepared in the 
Schedule III Format and in compliance with all requirements set out in the Schedule III of the Companies 

Act, 2013 


Financial statements include Balance Sheet, Statement of Profit & Loss Account and 
Cash Flow statement and Notes forming part of accounts 


Notes forming part of accounts shall disclose i) Share Capital, ii) Reserves & Surplus, iii) Other 
Liabilities (Non-current) &Other Liabilities iv)Provisions(Current)& (Non-Current), 5) Trade Payable. 
6) Tangible Assets, 7) Intangible Assets. 8) Non-Current Investments (Non-trade-at cost) &Current 
Investments (Non-trade). 9) Analysis of Investments: Quoted. Unquoted & NAV. 10: Non-current 
Loans &Advances & Current Loans &Advances, 11)Trade Receivables, 12 Cash & Cash 
Equivalent. 13 Other Current Assets etc 
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This chapter explains about different accounting ratios such as liquidity ratios, profitability ratios, 
activity ratios, solvency ratios and market test ratios 


Importance of Financial Statements Analysis and Accounting Ratio Analysis 




If various figures and data in financial statements are properly analysed and interpreted in a 
systematic way, the financial statements can provide valuable insights into firm’s performance 
and for its future planning 


The ratio analysis based on financial statements is also of special interests to in • 
shareholders, suppliers, competitors, tax authority and regulators etc. for a variety p p 
such as assessing the firm’s solvency, liquidity, profitability, growth etc. 
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Financial statement analysis enables 3 types of comparison in financial management 


9 


Ratios for trend analysis 


Ratios for inter-firm comparison 


Ratios for comparison with 
accepted standard 


Classification of Ratios 



Ratios for 
Liquidity 
Analysis 


Ratios for 
Profitability 
Analysis 


Ratios for 
Activity or 
Turnover 
Analysis 


Solvency and 
Integrated 
Analysis 


Ratios for | [ Ratios for 

Capital Growth and 

Structure / I Valuation 

Leverage I I Ratios 


ion 

iJ 
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Liquidity Ratios 


Various Liquidity Ratios | 

Process of Computation 

Standard 

j a— 1 — H 

a) Current Ratio 

Current Assets / Current Liabilities 

— a ■ — 1 

2 

b) 

1 Qu»ck Ratio 

y 

Current Assets - Stock / Current Liabilities 

| | 

t 

c) 

Gash Ratio 

[ (Cash and Bank Balances + Current Investment) 

[ Current Liabilities | 

0 5 
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Profitability Ratios 

Process of Computation 

Standard 

a) 

Grx>ss Profit Ratio / Gross Margin Ratio 

Sales - Cost of goods Sold / Sales x 100 

02 

1 a) 

j Operating Ratio 

All Operating Expenses / Sales x 100 


•) 

I Operating Profit Ratio 

Net Operating Income / Sales x 100 

0 15 

a) 

1 Net Profit (PBT)Ratio 

Net Profit before Tax / Sales x 100 

005 

*) 

I 

Return on Investment 

| 1 

1 Net Operating Income / Capital Employed 
x 100 

0.1 

a) 

1 Return on Shareholders Fund 

I Net Profit after Interest and Tax / 
Shareholders Fund x 100 

0 1 
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Profitability Ratios and ROI 



Material Cost Ratio 




«[ Labour Cost Ratio 

Net Profit Ratio 

(PBIT / Sales) x r 
100 

Complemented by 
Operating Ratio 

-| Administrative Cost Ratio 

4 Sales Expense Ratio 

^ Fixed Overhead Ratio 1 


Capital Turnover 
Ratio 

(Sales / Capital 
Employed) x 100 

Fixed Assets 
Turnover Ratio 

Variable Overhead Ratio | 

Turnover of each Fixed Asset Ratio J 
(Sales / Fixed Asset) x 100 | 


if" Inventory T urnover Ratio j 

Working capital 
Turnover Ratio 

■j Debt Collection Ratio J 


Credit Period Ratio 


J Cash T urnover Ratio 
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Gross profit ratio expresses the general profitability and is expected to be reasonably good so as to 
cover not only administrative expenses and overheads, but also return on investments of the owners 


In insurance sector, Underwriting Result ratio, which is equivalent to gross profit ratio, is an important 
consideration for risk-selection, risk-analysis, risk acceptance and risk rating 


In general insurance sector, as all policies are yearly contracts, the Revenue Account resu s i e 
Underwriting profit is very important for deciding the volume and value of each LOB (line o usme 
and the method of rating thereof 




Operating Ratios are the ratios between operating expenses (i.e. Materials consumed, labour used 
manufacturing overhead, office and selling expenses) and Sales 
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Expense / Operating 
Ratio 

Methods 

Observations 

a) 

Cost of Goods Sold 

Ratio 

Cost of Goods Sold /Net Sales 

x 100 

Total Production cost ratio 

b) 

Material Cost Ratio 

Cost of materials / Net Sales x 

100 

Part of production cost ratio 

C) 

Labour Cost Ratio 

Labour Cost /Net Sales x 100 

Part of production cost ratio 

d) 

Factory overhead Ratio 

Factory overhead cost /Net 
' X 100 

Part of production cost ratio 

•) 

Administrative Cost 

Ratio 

Adm. Exp / Net Sales x 100 

Part of Operating Cost 

0 

Selling and Distribution 
Exp Ratio 

Selling and Distribution Exp / 

Net Sales x 100 

Part of Operating Cost 

0) 

Operating Expense 

Ratio (Totals of 1 to 6 
above) 

(Production Cost + Adm Exp 
+ Selling Exp) / Net Sales x 100 

Lesser the ratio, greater the 
profitability 
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if© Insurance companies expense ratios comprise of 


Incurred Claim Ratio 


][ 


Commission Ratio 


Management Expense Ratio j 


These expense ratios are computed as percentage of respective expenses to earned premium 


All these ratios are used by various stakeholders including policyholders, shareholders, regulators, 
reinsures, marketing forces, employees etc for their various decisions in respect of their transactions 
with insurance companies J 


Expense Ratios 



Expense Ratios 

Calculation 

«) 

Incurred Claim Ratio 

Net Incurred Claims / Net premium X 100 

a) 

Commission Ratio 

Net Commission / Net premium X 100 

a) 

Management Expense Ratio 

Management Expenses / Net Premium X 100 
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Activity ratios measure the effectiveness 


Activity Ratios 


and efficacy of the employment of the resources of the business 


Activity ratios 


Activity Ratios 

Capital Turnover 

Methods 

Net Sales / Capital 

Fmoloyed 

Observations 

Higher the ratio, greater is the profitability 

Ratio 

Total Assets 
Turnover Ratio 

Net Sales / Total assets 

Higher the ratio, greater is the use of assets. Lower 
the ratio, greater is the idle capacity of assets 

Fixed Assets 

Net Sales / Fixed assets 

Higher the ratio, greater is the contnouuon / 

oerformance of fixed assets TuiTr ’ 

Turnover Ratio 

Working Capital 

Net Sales / Working 

Higher the ratio, greater is the employment of wl 
and its contribution to sales ■ ■ — 

Turnover Ratio 
Inventory 

T urnover Ratio 

Cost Of Goods Sold / 

Average Inventory* 

Greater the ratio better is the turnover and movement 
of stocks. Too large an Inventory reduces the ratio 

Debtors' Turnover 
Ratio (Debtors' 
Velocity) 

Net Sales / Averago 

Debtors 

-It measures the ratio ot Net Credit sales to Trade 
debtors Greater the ratio, better is the credit contro 
and h^ 1, inx/gfrtfnynt in book dtbtS- - ■■ * 
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Maintaining required solvency margin is regulatory requiremenl Solvency analysis is not only the duty of 
insurance company, but also a primary function of insurance regulator to ensure protection of 
policyholders' funds 

I 1 1 '■ ii ■■■■■■■ ■ mmm 

Ail companies carrying on insurance business are always required to maintain required solvency margin 
I laid down by the regulator in the country 

The regulator and financial analysts analyse the solvency margin by comparing the available solvency 
margin tASM) of the company with the required solvency margin (RSM) calculated as per norms and 
: ■:> lat .'ns ssued by ttv Kcgul.itoi\ Auth^ntv 


Precisely solvency analysis in insurance business is comparative study and review of ASM of the 
company with reference to its RSM Available Solvency margin means the excess of value of assets 
over the value of liabilities 
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Regulatory Guidelines on Solvency Analysis in Insure companies in India 

Computation of Solvency Margin takes the following aspects into considerations: 

^ Valuation of Assets 

Ev _ I— «. * •«*!** 01 ““ 01 

Assets AA in accordance with Schedule 1 of the said Regulation 


Determination of Amount of Liabilities 


. -i iinment of the amount of liabilities in accordance with Schedule IIA. in 
-uSrJSTS S Form HG in accordance with Scheduie ll-B. in respect of 

liTi^ral insurance business as the case may be 


Determination of Solvancy Margin 




istnest as the case may be 

Compliance o* Specific requirement for Health Busin... 
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Solvency Ratio of a Non-life Insurance Company 

Solvency analysis in non-life insurance company is a comparative study between Available 
| Solvr ncy Margin (ASM) and Required Solvency Margin (RSM). RSM is higher of RSM-1 and 

2. RSM-1 is based on Premium Collection and RSM-2 is based incurred Claims 

RSM-1 is determined as 20% of the amount being higher of Gross Prem. multiplied by 
specified factor and the Net Premiums 

RSM-2 is determined as 30%of amount which is higher of Gross incurred Claim multiplied by 
specified factor and Net Incurred Claim 


Market Test Ratios 

Market test ratios are mostly used for the listed companies or the companies whose stocks and ; 

! debentures are traded in stock exchanges. Present or prospective shareholders are interested 1 
in increase in net-worth of the company and appreciation in the value of shares in stock market | 
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Market test ratios are mostly used for the listed companies or the companies whose stocks and 

debentures are traded in stock exchanges. Present or prospective shareholders are interested in 
increase in net-worth of the company and appreciation in the value of shares in stock market 


Market Test 
Ratios 

Method of computation 

a) Significance 

Earnings Per 
Share (EPS) 

Ratio 

Net Profit Available to 

Equity Shareholders / No 
of shares x 100 

a) Very important in estimating the market price of shares 

b) A Low EPS signifies lower possible dividend and lower 
market value while 

c) A High EPS indicates better market value of shares 

Price Earnings 
(P/E) Ratio 

Market Value per equity 

share / Earning Per 

Share 

a) It helps in predicting the future market value of the 

shares within reasonable limits and in ascertaining the 
extent of under and over-valuation in the market price. 

Payout Ratio 

Dividend per Equity 

Share / Earning Per 

Ratio 

a) Higher Payout ratio may mean lower retention and less 

ploughing back of profit. 

b) It also indicates a deteriorating liquidity position. 

Dividend Yield 
Ratio 

Dividend per Equity 

Share / Market Price Per 
Share 

This ratio establishes the relationship between the market price 

of the shares and the dividend paid per share 


1C 89 ~ Management Accounting 




far xpz/R 




? liHurance liuti 


Chapter 3 


ituteorind,. Financial Statements Analysis and Ratio Analysis 


6 AnhmIm In 

/ Jn,0u„ m 4 


Ratio Analysis specifically required for a Life and Non-life Insurance Company 


tmln Ing 



Specific Ratio Analysis for Non-life Insurance Companies 

j Incurred Claim Ratio 

Commission Ratio | 

Management Expense Ratio 
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Intro: This chapter will help you to understand budget, budgetary control and budgetary control system 


Budget and Budgetary Control 






Budget is a precise financial plan providing estimated revenues and costs and basis for control over 
future operations 


Budgeting is a process of planning designing, implementing, and operating on targets and controlling 
variances to complete the targets 


Budgetary Control is an establishment of budgets relating the responsibilities of executives to the 
requirements of a policy, and the continuous comparison of actual with budgeted results, either to secure 
by individual action the objective of that policy, or to provide a basis for its revision 
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Features of budgote 


it is prepared and estimated in monetary and / or physical units as per corporate goals. 
1 objectives and policy 


It is prepared in advance of the commencement of the budget period 


J It is prepared for a definite budget period 


It is approved by the corporate management before it is put to implementation 


It is used for periodical review of actual performance and finding out variances and taking 
necessary control measures - 
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Budgetary Control System & Process 
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Budgetary Control Methods in Insurance Business 


Budgetary Control System in General Insurance Business 

Preparation of Budget 


* First step for budgetary control is the pr ® par f ,l0 £|^ estimated revenue 


collection from them in consideration 
I a given period of time 
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Periodical Review of Budget 

It brings integration / co-ordination and control over the budgeted activities / expenditure and enables 
analysis of revenue and results from resources allocated. Every parameter or target set out in the budgets 
as mentioned is reviewed by the committee 


Adoption of Budgetary Control Mechanism 

The corporate management devise, develop and implement a comprehensive budgetary control technique 
and mechanism whereby actual results are compared with budgets. Such technique is periodically 
t reviewed and adapted to the business philosophy, policy and technology developments 


Budget organisation and administration 


The success of Budgetary Control System depends on a sound system of Budget organisation and 
| administration, which is being discussed on the following points 
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An organisation chart is a statement defining functional relationship, delegation of authority and 
responsibility and reporting system of executives and employees responsible for accomplishment of 
organisational goals and objectives 


Functional 
responsibility of a 
particular executive or 
employee 


Organisation Chart shows the following aspects 


Functional relationship I 
among the responsible 
employees and 
executives 


Delegation of authority 
for carrying out the 
assigned functions 


Functional Heads and 
their positions in the 
whole organisation 
chart 
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Formation of Budget centre 


Budget centre refers to unit (s) responsible for 
preparation of budgets and application of 
budgetary control 


A budget centre may encompass several cost 
centers functioning with responsibilities to 
achieve the targeted revenue collection, maintain 
work within targeted costs and make target profit 
during the budget period 


Formation of Budget committee 


Budget committee generally consists of senior members of the organisation 
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Budget Officer 


To coordinate and line up the various functions of Budget Committee in preparation of fixing 

I budgetary limits for various heads or centers, there should be a responsible person caHed budget officer or 
b2dge?controller who will provide data and information to all functional centers and budget committee 


Budget Manual 


Budget manual is very important for the 
Budgetary Control System 


A Budget Manual is a document which specifies 
set of instructions and guidelines governing roles 
and responsibilities of persons and the 
procedures, providing forms and formats required 
for preparation and use of budgets 
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registered undeMhe ' Companies Ad 3Sh f, ° W statements are P re Pared for firms or companies 


Fund Flow Statement 


nr!cit^nl a ^ ment sourc © s and application of funds, showing the analysis of changes in the financial 
positions of an enterprise between two financial periods or balance sheet dates 


Fund flow statement reveals elaborately inflow and outflows of funds. Flow of funds means transfer of 
economic values from one asset to another or a liability. 

Fund flow statements determine how fixed or non-current assets are converted into current assets or 
low non-current liabilities are converted into current liabilities through the process of flow of fund. 

Fund also means working capital, which is excess of current assets over current liabilities Funds = 
Working Capital = Current Assets - Current liabilities 
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Sources and Application of Working Capital or Funds 


The sources of working capital can be outlined below 


Funds from 
business 
operation 


Incomes from 
Other Sources 
(Dividend / 
Interest 
Received) 


Fresh introduction 
of capital or Issue 
of Additional 
capital (Equity/ 
Preference) 


Long-term 

Borrowings 


Sale of Non- 
current Assets 


Application of Working Capital or Funds 


Losses from 
business 
operation 


Dividend paid to 
shareholders 


Redemption of 
Debentures or 
Preference 
Shares 


Repayment of 
Long-term 
Borrowings 


Purchase of Non- 
current Assets 
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Investing Activities 


Investing activities are the acquisition and disposals of long-term assets and other investments not included 

in cash equivalent 


Following are a few examples for cash flows from investing activities: 

^ Cash payment for purchase of fixed assets 
^ Cash payment to acquire shares, warrants, debt instruments 

> Cash payment for joint venture interests 

> Cash receipts from sale of equipment 
Cash receipts from interest received 

> Cash receipts from dividends received 

* receipts from disposal of shares, warrants, and debt instruments etc. 

r Cash receipts from repayments of loans and advances 
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Financing Activities 


Financing activities are activities that result in changes in the size and composition of the owners capital 
(including preference share capital) and borrowings of the entity. 


Following are few examples of cash flows arising from financing activities; 

^ Cash proceeds from issuance of shares or other similar instruments 
^ Cash proceeds from issuance of dentures, bonds, and short-term borrowings 
^ Cash payments on redemption of shares & debentures 
r Payment of dividend etc 
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Special Items 

In addition to general classifications as mentioned above Accounting Standard 3 (Revised) provides for 
the treatment of cash flows of certain special items like 

> Foreign Currency Cash Flows 

Extraordinary Items 

Interest & Dividends 

Taxes on Income 

Acquisition and Deposits of Subsidiaries and other Business units 

Non-cash Transactions, such as 

s Acquisition of an enterprise by means of issue of shares, 

* Conversion of debt into equity, 

^ Acquisition of assets by assuming directly related liabilities 
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Preparation of Cash Flow statement 


The cash flow statements should be prepared and presented segregating cash flows 
for operating, investing and financing activities on the basis of following documents 
and data to be obtained and analysed 


Balance sheets for comparative 
study 


Statement of Profit & Loss 
Account 


Preparation of Cash Flow statement in Insurance Company 


Insurance Companies prepares cash flow statement (Receipts & Payments Account for 
each period for which financial statements are prepared as per regulatory norms .Cash Flow 
statement in insurance company is prepared in the Direct Method only 
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Bond* and D*b*ntur# 
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PSU bonds 


Debentures of 
companies 


Government secunties | j Saving* bond* 

j| A hond « generally docribed in ter m* of Par value', 'Coupon Rat*’ and Maturity < 

j maturity & l ° ^ V3lUe ° f the and the amount the promises to pay at the time of 


i date 


Coupon rate refers to the rate of interest payable to the bondholder 


bKMidhold^^ 6 re ^ erS da * e w ^ en principal amount of borrowings is payable by the borrower to the 
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Debt instruments which have a maturity of less than one year at the time of issue 3 re con s y 

Market Investments These instruments are Treasury Bills. Commercial papers Certificate or Deposits 
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Money Market Investments 


Mutual Fund Investments 


Investments in Mutual Fund Schemes may y*k) better return compared to d.rect .nvestmenls .n equrty 

shares or debt instruments 


Mutual Fund Investment schemes are broadly classified into following schemes 

Balanced Funds 


Debt Schemes 
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No* a days real ©stale investment has drawn the tremendous attention of investors as such investment! 
rs givtOQ very good rate of return on Investment Such real estate investment may take any of the 
•"“owing form 7 7 1 


Land and budding 


Commercial property 


Agricultural land 


Semi- urban land 


Financial Derivatives 


Denvatives are at present very vital investment alternatives offering hefty return Precisely 
Derivatives may be of vanous forms such as 


Options 


Futures 
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Non-marketable Financial Assets 




1 There are many financial assets which are considered as non-marketable assets Following are few 
forms of non-marketabie financial assets 
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Rate of Return 


e of r eturn Qn ^^^^^^^^^^^^^P^^iQ^^C^suall^one^year^isdet ermined in the following way 
Rate of Return - [Annual i ncome + (Price at end - Price at beginning)] / Price at beginning 

Risk on investment refers to chance of loss of expected return on investment 


For the purpose of selection of the best investment avenues among the various alternatives, it is prudent 
o consi er not only the rate of return, but also the degree of variability of the rate of return 

A measure of dispersion through range of values, variance or standard deviation may be useful tool for 
measure of dispersion 


Variance 


Variance is the mean of the squares of the deviations of returns with reference of their average value 
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Tax Benefits 


1 

Certain investments enjoy tax benefits while others do not. Tax benefits make the investments more 
attractive and gainful. Tax Benefits are of three types 


1 

Initial tax benefit 

Continuing tax benefits 

Terminal tax benefits 

i 







Initial Tax Benefits 







Initial tax benefit refers to tax relief enjoyed by the investor at the time of making investment 

i 





Continuing Tax Benefits 






Such benefits represent tax relief associated with the periodic returns from the investments 






Terminal Tax-Benefits 






A terminal tax benefits refers to relief from taxation when an investment is realised or liquidated 
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Bonds and Debentures 


Bonds or debentures are long-term debt instruments. As mentioned earlier, the issuers of bonds or 
debentures promise to pay interest at stipulated rate on borrowed amount and refund principal amount at 
the stipulated time on redemption of instruments 


Government Securities 


I Government securities include debt securities issued by the central government, state governments, semi 
I government bodies of agencies, government securities are also known as gilt-edged securities 


Features of Government Securities 


Government securities are i) risk-free since guaranteed by the govt, ii) issued at face value, iii) Free and 
easy tradability with adequate liquidity etc 


i 
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Different type of Government Securities according to the notifications of RBI 

The different types of Government Securities according to the notifications of the RBI are as follows 
> Securities with Fixed Coupon Rates 

These securities carry a fixed coupon rate which is specified during the issuance of those securities and 
that rate remains unchanged during the entire tenor of those securities. 

urities with Variable Coupon Rates 

ecurities carry a variable coupon rate that varies with the changes in the base rate, 
urities with Embedded Derivatives 

lecurities are rooted with derivatives, such as call options and put options. 

urities for either the subscription is received or the repayment is made in installments 

ecurities are generally issued by way of auction or by pre-announcing a coupon rate. This kind 
ity is different from other types of securities as either the payment of the securities is received 
ayment of the securities is made in fixed installments. 

) Coupon Bonds 

ecurities are issued by government in discount and redeemed at par 
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The IRDA in consultation with the Insurance Advisory Committee has made investment Regulation callec 

the Insurance Regulatory and Development Authority (Investment) Regulations 2000 on 14th Audiisi 

9nnn omonHoH cowQrdllu if io IDhA n /rih a . y 


2000, amended severally. Now it is IRDA (Investment) (5 lh Amendment) Regulations 2013 




Investment Assets 



In case of a Life Insurer 


> 


Shareholders’ Funds 



representing solvency margin, 
non-unit reserves of unit linked 


Policyholders’ funds of pension 
and general annuity fund at 
their carrying value 


insurance business, 
participating and non- 
participating funds of 


policyholders 
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Regulation 4: Manner of Investments of Life Insurance Business 
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provisions of Sec 27 or Sec 27A of the Insurance Act, 1938, every insurer carrying on business of life I 
insurance in India shall invest and at all times keep invested his investment in the manner as prescribed I 
in Reputation 


Regulation 6: Manner of Investments applicable to Unit-Linked Insurance Business 


I Every insurer carrying on Unit-Linked Insurance Business shall invest and at all times keep invested his 1 
segregated funds(s) under Regulation 3(c) (with underlying securities at custodian level) of Unit-Linked I 
Insurance Business as per pattern of investment offered to and approved by the policyholders where the | 
units are linked to categories of assets which are both marketable and equally realisable 


Regulation 7: Manner of Investments applicable to 

Manner of Investments applicable to Reinsurance Business 


I Every General Insurer (incl. Health Insurer) shall invest and keep invested his investment assets in the I 
I manner set out in Reg7. As per Reg. 8 every insurer carrying on reinsurance business in India shall invest I 
and at all times keep invested his investment assets in the same manner as set out in Regulations 7 
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Regulation on Returns to be submitted by Insurer 


Regulation 11: Additional Information 


The Authority may, by general or special order, require from the insurers such other information in such 
manner, intervals, and time limit as may be specified therein 


Regulation 12: Duty to Report Extraordinary events In Investment Portfolio 


Every insurer shall report to the Authority forthwith, the effect or the probable 
to his knowledge, which could have material adverse impact on “ 1 ™ 

consequently on the security of policyholder benefits or expectations 


the investment portfolio and 






IC 86 Management Accounting 




mmm 


mmmm 


ln%ur«mc InMifutc of Iml 


Chapter 6 

Investment of Insurance Companies and IRDA 
Regulations 


Rogulatlon13: Provision on Investment Management 

• Constitution of Investment Committee 

• Investment Policy 

• investment Operations 

• P vvss of Unit-linked Business Applications and Declaration of NAV 
» R sk Management Systems and its Review 

• Audit and Reporting to Management 

• Category o' investment 

• Others 


Ren ilation 14: Miscellaneous 

Accounting of Investments shall be as per the IRDA (Preparation of Financial Statements and 
Auditor’s Report of Insurance Companies) Regulations 2000 and valuation of assets shall be as per 
guidelines issued under these regulations from time to time. 

b The Authority may. by any general or special order, modify or change the application of sub- 
regulations (3). (4), (5), (6), (7), (8), (9), and (10) to any insurer either on its own or on an 
application made to it ___ 
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d by Insurer to IRDA 



Reg. 10. Returns 


Statement of Investment & Income on Investment I Within 30 days of the end of 


Form 4 
(Part A) 

Form 4 
(Part B) 

Form 4A 
(Pad A B 
C) 

Form 5 
Form 5A 

Form 6 


Statement of Downgraded investments, details of Rated 
Investments (Qtrly) 

Statement of Investment Assets (Life Insurer) (Qtrly) 

Statement of Investment Assets (General Insurer & Re- 
insurer) (Qtrly) 

Exposure/ Prudential and Other Investment Norms - 
Compliance Cedificate (Qtly) 

Internal/ Concurrent Auditor's Cedificate and Investment 
Risk Management Systems - Implementation Status 
(Qtdy) 

Statement of Investment Subject to Exposure Norms- 
Investee Co, Group, Promoter Grp Industry Sector 

(Qtrly) 

Statement of Investment Reconciliation (Qtrly) 

Statement of Investment in Mutual Funds (Qtrly) 

Cedificate under sections 28 (2A), 28(2B), 28(3) of 
Insurance Act 1938 (Qtrly) 
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Within 30 days of the end of the 
quader 

Within 30 days of the end of the 
quader 

Within 30 days of the end of the 
quader 

Within 30 days of the end of the 
quader 

Within 30 days of the end of the 
quader 

Within 30 days of the end of the 
quader 

Within 30 days of the end of the 
quader 

Within 30 days of the end of the 
quader 

Within 30 days of the end of the 
quader 
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Financial market is a market meant for creation 
of and exchange of financial assets 


Mobilisation of savings 
and resource allocation 


Price discovery 


Liquidity Low Cost Financing 


Financial Markets and its Classifications 


Maturity point 
of financial 
claims 

Type of financial claims 

Delivery point of view 

Organisational 

structure 

Money Market 
and Capital 
Market 

Debt Market 

Equity Market 

Cash Markets 

Future 

Markets 

Exchange 
Traded 
Market and 
Over-the- 
counter 
market 
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Capital Market Instruments 

The capital market deals with relatively long-term (for more than one year maturity) financial instruments 

such as 

Equity Shares ^IhareT® Debemures ADRs GDRs Deriva,ives 

Equity Shares / Stocks 

Stock is one of the principal security / financial instalments, which signifies share of ownership in a 
corporation and represents a claim on the part of the corporation's assets and earnings 

Value of equity share or common stock is considered in various manners - Par value, book value, and 
liquidating value 
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Need for Capital Market 

The need for capital market can be briefly specified on the following points: 

Capital market plays a very important role in promoting and sustaining the growth of an economy 
> It provides very powerful source and mechanism of capital formation and investment in the 



economy 


It is an effective and efficient conduit for mobilising and channe lising funds to business houses both 
private and government 



economy 



The Securities and Exchange Board of India (SEBI) controls and regulates the Indian Capital market 
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Classification of Capital markets 


Capital markets may be classified as primary markets and secondary markets 


Secondary markets 


Primary markets 


In the secondary markets, existing stocks or 
securities are purchased and among investors or 


In primary markets, new stock and bond issues 


'k / — . . - becuime!) die puiuidbcu diiu dmuiiy iiivc5>iuid ui 

are sold to investors through a mechanism known traders, usually on a securities exchange or over- 
as underwriting the-counter at index price 


Dematerialization refers to the substitution of paper-form securities by book-entry securities 
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Regulation of Securities Market 
Registration of FIs 

Registration of Collective Investment Scheme 

Education & Training 

Prohibition of Insider Trading 

Prohibition of Unfair Trade Practices 

Regulation of M&A 

Registration of Fll 

Registration & Regulation of SEs 

Conducting Research 
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Treynor Ratio 

It ia a reward to volatility ratio It it the ratio of portfolio beta i e. ratio of risk premium to the volatility of 
returns 

Treynor’t Ratio (TR) ■ (rp • rf) / 0p 
Where. 

rp * expected return on the portfolio 
ii 3 risk free rate of return 

gp ■ portfol io beta ^ - _ _ 


Fama's Net Selectivity Ratio 

This ratio analysis is named after Eugene Fama who developed it to measure the overall performance of 
the fund through an analytical framework. This framework considers the details of a fund's performance 
or various components of funds performance 

Fama's net selectivity * rp - [rf ♦ (op / om) (rm - rf)] 

rp 3 portfolio beta 

rf * risk free rate of return 

rm 3 expected market return 

op = standard deviation of portfolio return 

om = standard deviation of market index return _ 
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AIFs: Concept, Types, Classification, Regulations, Fund Management & Winding Up 


Alternative Investment Funds (AIFs) 


AIF means any fund established in India in the form of a trust, company, limited liability partnership or a 
hfiriv mmorate which is a privately pooled investment vehicle that collect funds from investors, whether i 
t? ^investing « in a^rdance with a defined investment policy for the benefit of its investors 





Types of AIFs 




1 Debt Funds 

Hedge 

Funds 

Infrastructu 
re Funds 

Private 1 
Equity (PE) 
Funds 

[ Small and 

I Medium I 
Enterprises 
(SME) Funds 

Social 
Venture 1 
Funds 

I Venture 1 
Capital 
Funds 
(VCFs) 1 
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Venture Capital Undertaking 


■ 
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Government by notthcabon in the Official Gaze tte in this regard. 


Life Insurance Plan Types. ULIPs Vs MF Investments. Recent IRDA Directives 


Term Insurance 


I | aaaaicg Plans providing only dead cover are caned Term Insurance. If the Insured does not die vntwnine | 

II t a i ■■ mwj* to ***os4a nrvior tprrn insurSHC© 


Whole-life Policy 


Whole life insurance is designed to provide 
coverage for entire lifetime of the insured 


Whole life policies spread 1 
cover over a longer penod o 
out the increasing cost of ii 
stage of life 
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There are different versions of traditional permanent insurance such as 

' j Non-Participating 
Whole Life 

Participating 
Whole Life 

Econometric 
Whole Life 

Limited Payment 
Whole Life 

k. ff 

Single Premium 
Whole Life 


in interest rates penodtcally There may *> 
Sensitive Whole Life Insurances such as 


Universal Life 



Current Assumption 
Whole Life 


E igle Premium Whole ; 

TK — J 1 


Endowment Policy 


An endowment life insurance policy is designed 
primarily to provide a living ^nrfit and secondarily 
to provide life insurance protection 


Endowment life insurance pays the face value of 

the Dolicv either at the insured s death or at a 
certSn age after a number of years of premium 
payment _ __ . 
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There are various types of endowment plans such as 


Endowment 
plans with 
Fixed 

Guaranteed 

Returns 


Traditional 
Endowment 
with profits 


Unit-linked 

Endowment 


Full 

endowment 


Traded 

Endowment 


Modified 

Endowment 


Group insurance 

Group insurance is an Insurance plan that covers a group of people who may be members of societies, 
employees of an organization or professionals In a common group 


Gratuity Insurance Plan 


j Life insurance companies offer Gratuity Insurance I 
Plan to the employers as a Deposit Administration 
type of Gratuity liability The contnbution made by J 
the employer will continue to accumulate and at ] 
the end of the financial year the income or interest , 
earned on his contribution will be credited to his I 
gratuity plan account j 


With this insurance plan, the employer builds a 
Gratuity Fund systematically, benefiting frorn 
investments returns, which are safe and stable 
and thus provide the benefits in a cost effective 
I manner 
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Unit-Linked Insurance Plan/ Policy 

Ulip is a genetic term used to desenbe insurance plans, where the choice for financial asset lies with the 
investors Ulip premium is allocated to any of the funds being Equity. Income, or Balanced Funds 
depending on the choices of customers and the gams in the value of these assets are reflected in the 

Net Asset Value (NAV) of the units Charges towards insurance and asset management are recovered 
from policyholders 

ULIPS Vs. Mutual Fund Investments 

The ULIPS are as good as Mutual Fund Investments with the following unique features or differences 
among the two investment plans being MFs and ULIPs: 

Features 

MFs 

ULIPS 

Asset Class 

Equity MFs have high exposure in the 

stock market 

Ulips give moderate exposure in the 
stock market 

Investment 

Decision 

Very aggressive with focus on high return 

Aggressive with focus on stability of 
returns 

Maturity 

Tax savers come with a 3 year lock-in 

period Others don't have lock-in period 

Ulips come with 5-20 year maturity 

Monev locked in till maturity 

Tax Benefit 

Only present in tax-saver schemes 

80C benefits for all ULIP investments ... , 

Returns 

Returns are tax-free 

Returns are tax-free __ . _ — I 

Charges 

No entry load, commission as decided by 
investors 

i r* on Arrnnr 

Ulips have high entry load Commission is 
aenerallv 30-40%, J 
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Company Fixad Deposits Vs Bank Fixed Deposits 


A company, on their deposits offers Interest higher 
than the Interest on Bank Fixed Deposits 
Companies with higher risk exposures In respect of 
ROI, try to reward Investors for extra risks the 
investors take by investing In companies 
Investors have to be careful and do their due- 
diligence while choosing one 


Bank Deposits are covered by a guarantee from 
the Deposit Insurance and Credit Guarantee 
Corporation of India constituted under a central Act, 
which assures repayment of Rsl-lac in case of 
! default of payment while company deposits are not 
subject to any such guarantee. 


Considerations before investing in company fixed deposits 


n 


Strong 
Financial 
Strength and 
Goodwill of a 
company 



A Good 
Thumb Rule is 
the 3% Rule 


Company 
Deposits are 
unsecured 


Bank Deposits 
are covered 
by a 

guarantee 


Banks are 
always subject 
to stress test 
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Evaluation of Various Investments Avenues (At current trend) 



Return 



Tav 


Investment 

Avenues 

Current 

yield 

Appreciation 

Risk 

Liquidity 

1 cl A 

Benefits 

Convenience 

Equity 

Shares 

Low 

High 

High 

High 

High 

High 

Debentures 

High 

Negligible 

Low 

Moderate 

Nil 

High 

MF Scheme: 
Equity 

Low 

High 

High 

High 

High 

Very High 

MF Scheme: 
Debt 

Moderate 

Low 

Low 

High 

High 

Very High 

Bank 

Deposits 

Moderate 

Nil 

Nil 

High 

Low 

Very High 

Life Ins. 

Policy 

Low 

Low 

Nil 

Moderate 

High 

Very High 

Residential 

House 

Moderate 

High 

Negligible 

Low 

High 

Moderate 

PPF 

Moderate 

Nil 

Nil 

Moderate 

High 

Very High . 

Gold & Silver 

Low 

Moderate 

Moderate 

High 

Nil 

Moderate 


m>nl Arrnilllllnn 




Chapter 9 

Capital Budgeting or Capital Investment Decisions 

Insurance Institute of India ^ H K 


Intro: This chapter discusses capital budgeting, its need, basis and process We will also understand the 
different capital budgeting methods 


Capital Budgeting: Meaning, Need, Basis and Process 


Capital budgeting which is one of the apprising techniques of investment decisions “nt» defined as 
-The firm s decision to invest its current assets most efficiently and effectively in the long-term protects 
' and activities with the objective of earning good Return on Investment (ROI) 

Projects need to be classified to determine nature, efforts required, costs 

etc There are various types of projects. However following are the broad ° 

which capital budgeting techniques are applied for analysis and evaluation before taking decision for 

final investment. 

Project Classification & Capital Budgeting 


Investment for New and Expansion of Projects 

This type of investment is meant for capacity building projects such as erection of new plant, new venture II 
new product, new machinery and equipment, etc. II 
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Project Classification & Capital Budgeting, (contd.)| 


Investment for Replacement of Projects 


ffll^^bsolet^lari^Tiachiner^md^quipment in existing projects need to be replaced to keep the projects 
I well-functioning Such replacements require long-term investment and capital budgeting ] 


Mandatory Investments 


Such investments are required to be made to comply with statutory or regulatory requirements 


Investment for Project Diversification 


^vestment^^ud^xojects are aimed at producing new products, product-mix, services, entering a new 
market, new area or new segment of customers — 


Investment for R&D Projects 


for^oamDames^n 1 °' 

I investments in most of the Indian companies, but it is a different scenario or propos 

I advanced countries, where large investment Is involved ■ — 
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Methods of Capital Budgeting 


The management is required to Identify the best one out of the following techniques of evaluating the 
proposed long-term investments or capital projects on the basis of Its Nature. Volume. Value. Period 
Project cntena. Capital Budgeting Process. Project Classification, Project Criteria etc 

> Pay-back Method 

> Rate of Return on Original Investment Method 
Rate of Return on Average Investment Method 

Discounted Cash Flow (DCF) Method (assuming cost of capital as 10 /o) 

Net Present Value Index method 
Internal Rate of Return (IRR) Method 

Modified Internal Rate of Return (MIRR) Method „ 


The payback period is the length 

required to recover the initial investment 
on the project 



t f j jrfti j sfo jj tftijft Chapter 9 n 
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The Net Present Value of a project is the sum of the present values of all the cash flows (both positive 
and negative) that are expected to arise over the life of the project 


NPV rules say. "If the net present is positive, the project is acceptable and If negative, it is avoidable' A 
project with higher NPV is preferred where there are alternatives available 


NAV = X 


C . 


(■i cl + '*) 


Initiallnv est merit 


The internal rate of return (IRR) on a project is the return that equates the present value 
discounted net cash flows on the project to 

an<1 pe 

evaluation for several reasons. nmieet- if the project has a return 

i. First, it has the natural interpretation as the break-even return for that project, if proje 

below the IRR then the project has lost money. 

1 i, second, unlike ROI and ROE. the IRR of a project uses DCF analysis and thus relies on cash tows 
rather than account period averages ===^-- - 
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j Intel 


» of Return 


— are reinvested at firm’s rate of return arriving at terminal value. I 

Under this method, earlier cash flows a ,,„i nntfinuu (investment) 

is the rate * 


™ ih °* >q 


Certain important considerations for capital investment analysis 

Preference of discounted methods over undiscounted methods. Again IRR is preferable to NPV 

> Use of multiple evaluation methods in case o, need is also adopted In some cases. 

> Some analysts use ROI and Payback Period method as supplementary to Discounted Methods lor 
some practical purposes. 

. , ocor Table The following table gives the several combination of r and n of 

' »’ssrsssar^w-i«-«r. 
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Intro: This chapter focuses on International Finance. Its application In trade and the emerging challenges 
related to it 


International Finance: Its Application In Trade and Emerging Challenges 


International finance is the foundation of international monetary economics concerned with international 
monetary system and macroeconomic interrelations among countries International finance examines and 
explores the dynamics of the global financial system, balance of payments, internationel monetary system, 
exchange rates Foreign Direct Investment and their contribution In International trade and commerce 

International finance is also referred to as multinational finance concerned with issues of 
'temational financial management including management of International risks such as political risks 
foreign exchange risks due to transaction exposure, economic exposure, and translation exposure of 
multinational corporate, international investors, international traders 

International Monetary System 

The international Monetary System constitutes an integrated set of money flows on account of foreign 
trade and inflow of cross border capital and the related financial institutions that administer and do 
governance on the quantities of money, the means for meeting and supporting currency requirements 
and the basis of exchange rates among currencies in order to meet the payment obligations of the 
countries concerned 

IC 89 Management Accounting 




Chapter 10 

International Financial Management 


International Financial System 


The International Financial System covers and includes the complete range of 


Interest and return-beanng 
assets 


Bank and non-bank financial 
institutions 


Financial markets for 
international trade and 
exchange of currencies 


IFS provides means and ways to determine the prices of these assets and currency rate or exchange 
rate IFS bes at the centre of global credit creation and its management It is directly and closely 
related with national and International Economies 


Development of International Monetary System 

moneUfy systems have evolved end developed over two centuries since 1803 Internationel monetary systems 
onai financial institutions were developed gradually to bring fnrlh the benefits of an integrated and reteSvety liberal 
system w«h tfte freedom for governments to pursue domestic policies aimed el promoting employment ana 
MS is an important constituent for global financial system 
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International Financial Management & Global Financial Criala of 2007 

The global financial cnsis that suddenly surfaced in 2007 had some common key features of 1990s 
international financial cnses Global financial crisis that emerged from poor international financial 
management demonstrated the negative effects of worldwide financial integration, sparking discourse 
The said unprecedented and all -pervasive financial cnsis was caused by 

> Accelerated capital influxes 

> Weak regulatory frameworks 

> Relaxed monetary policies 

„ investment bubbles by unmatched financial derivatives 

> Collapsing asset pnces 

^ Massive deleveraging in international financial system and 

> Gross indiscipline in international financial markets 

JYm 2007 financial crisis originated from within the United States and other advanced nations of the west 

due to 


Growing securitisation of non- 
performing assets 

1 J 

| Large fiscal deficits | 

^ \ I 

Excessive lending in the 
housing sector there entailed 
and affected the whole of the 
world 

— J I 
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International Finance: FDI, Fll and BOP 


Foreign Direct Investment (FDI) is a direct investment into production or business in a country by an 
individual or company of another country, either by buying a company in the target country or by 
expanding operations of an existing business in that country. 

There are two types of FDI inward and outward, resulting in a Net FDI inflow or stock of foreign direct 
investment which is the cumulative number for a given period 


Foreign Direct investor and Voting Power . 

Tns foreign direct investor may acquire voting power of an enterprise in an economy through any ol the 
foMowmg methods 

I by incorporating a wholly owned subsidiary or company anywhere 
m by acquiring shares in an associated enterprise 
m through a merger or an acquisition of an unrelated enterpnse 
rv participating m an equity as joint venture with another investor or enterprise 
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There are various ways for FDI such as 

i. Investment in formation of a new corporate In the foreign country in the form of a branch or a 
subsidiary It can be set up either in own name or as joint venture with an existing foreign company 

ii. With greater investment in an existing foreign branch or subsidiary 

iii. Acquisition of foreign business 


Objectives of Foreign Direct Investment (FDI) 

a) Globalisation, and expansion of business operation 

b) General diversification and vertical diversification 

c) Achieving economics of scale and comparative advantages 

d) Brand equity with global presence 

e) Attacking and combating foreign competition 
0 Enjoying tax benefits in certain projects 

g) Using foreign technology and achieving competitive edge 

h) Better servicing foreign customers and clients 
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An Indian company may receive Foreign Direct Investment under the two routes as given below 

Automatic Route 

1 1 

as ve 

i per 

Government Route 

FDI & lock-in period The Reserve Bank of India h< 
direct investment allowing exits subject to a lock-ir 
at facilitating greater FDI flows into the country. 

ary recently eased rules and restrictions for foreign 
iod and without an assured return This is aimed 


After the lock-in period, a non-resident investor can exit without any assured return 

i. For a listed company, the non-resident investor can get out at the market price prevailing at the stock 
exchanges 

u In the case of an unlisted company, an investor can exit In equity shares at a price not exceeding that 
arrived at on the basts of return on equity as per the latest audited Balance Sheet 


The Balance of Payment (BOP) account is the summary of the flow of economic transactions between 
the residents of a country and rest of the world (ROW) during a given time period 
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IMF defined BoP in its Balance of Payments Manual as a statistical statement for a 
given period showing: 

i. Transactions in goods, services and income between an economy and the rest of the world. 

ii Changes of ownership and other changes in the economy's monetary gold, special drawing 
rights(SDRs). claims and liabilities to the rest of the world; and 

iii Unrequited transfers and counterpart entries that are needed to balance, in the accounting sense, any 
entries for the foregoing transactions and changes which are not mutually offsetting 

Concepts & Principles of BOP 

Certain principles and concepts have to be followed by countries while compiling their BoP data, in order 
to ensure that recording of transactions is systematic and consistent, as prescribed by the Balance ot 
Payments Manual These principles and concepts include: 

i. Adoption of the double-entry book-keeping system. 

ii. Distinction between entities to be treated as residents and non-residents. 

iii. Scope of economic transactions to be included in BoP statistics. 

iv Valuation of such transactions and the time when these transactions are to be recorded 
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Components of BOP 

The BOP account has three main components: Current Account. Capital Account and Official Reserves 

I The current Account: Imports & Exports of goods and services and unilateral transfer of goods & 
services are entered in this account. 

II. The Capital Account: Transactions resulting in changes in foreign assets and liabilities of the 
country are entered here 

iii. The Reserve Account: In principle there Is no difference In Capital Account and this Account except 
“reserve assets" which are included here 


Accounting Principles in BOP- 

BOP accounting follows a standard double entry book-keeping accounting system. I e every transaction 
has two aspects and hence enters the BoP account twice, once as a credit and once as a debit The logic 
behind is that whenever there is a transaction, whether purchase or sale, there would be a corresponding 
payment either immediate or deferred, giving rise to two entries The balance of payments account always 
balances because for every credit there Is a corresponding debit 
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Intro: This chapter busses about Management Information System. ,.s nature and different types of 
information systems used in companies with reference tojhei 


Management Information System 


MIS is an intearated user-machine (computer) system designed for providing information to support 
functions? SsInd^nTrot management process and control and decision mak.ng process ,n a 
large organisati on — ” 

The term system may be defined as a set of interrelated elements that operate collectively to 
accomplish some common purpose or goal 


A system can be c 
DSS in information system ii 


e divided and decomposed into smaller systems or sub-systems such as MIS. TSS and 
:ion system in an organisation 



Decomposition of the system 


A sub-system can be further divided into further smaller sub-systems which may ?? “ l ^ ed s * u ^' SUb ' SyS,em ' 
Such process of dividing the system into smaller system is known decomposition of the syste 
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Deterministic system 


A system which operates in a predictable manner is termed as deterministic system 


■■ 




Probabilistic system 


Probabilistic System can be described in terms of probable behavior and result with the probability of 

certain degree of error in the system 


Transaction Process System (TPS): All business activities such as purchase, production, storage, 
marketing, sales, delivery, accounting, investment, payments etc. involves transactions and these 
transactions need to be planned, programmed organised, managed, administered and manipulated with 
proper information system so as to manage the organisation according to the corporate plans and 
targets The systems related with the transactions are called Transaction Process System 


Decision Support System (DSS) is aimed at assisting management in solving problem of unique or 
non-routine nature. It helps the manager to identify problem in advance, find alternative methods or ways 
in solving the problem and then selecting the best method of solving the problem 
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Characteristics and Pre-requisites of an effective MIS 


Characteristics of an MIS 


Following are the important characteristics of an effective MIS 


Manageme-nt 

Oriented 


Manageme-nt 

Directed 


Integrated 

System 


I Flow of I Computeriz I CllK m I 

common I ed ■ Sub-system ■ 
data I Database I Based 


Long-term 

Planning 






Pre-requisites of an MIS 


The following are the requisites of an effective Management Information System 


I 


Qualified and 
Strong Database || dedicated Staff 
Members 


Support of Top 
Management 
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Information System in Insurance Company 


ce company ^IS plays a vital role at various levels of management providing information and 
integration to the following systems and functions 



Core 

System 

Marketing 

System 

Commu 

nication 

System 

Underwr 
iting & 
Pricing 
System 

Claim 

Manage 

ment 

System 

HRD 

System 

Accoun 

ting 

System 

Regulatory 

Complianc 
e System 

Custom 
er Care 
System 

Budget 

ary 

Control 

System 

Product- 

develo 

pment 

System 
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Intro: This chapter is designed to provide the regulatory framework on disclosure norms as 
provided by the IRDA in various regulations notified and series of circulars issued by the Authority 
from time to time to ensure protection of policyholders' interests and investors' interests. 


Disclosure Norms for Life and Non-life Insurance Companies 


Public Disclosure of insurance companies help the regulator to formulate, revise and amend various 
regulations from time to time to bring more market discipline required for real and sustainable 
development of the insurance sector with increasing penetration by way of arranging insurance 
products at affordable prices for new and bigger segments of the society 


With adequate Public Disclosure in respect of product features and availability, corporate policy, 
solvency, liquidity, profitability and transparency in administration, the insured and the prospect can 
take conscious and informed decisions in regard to selection of insurers and insurance 
products or policies to meet their specific needs. Public Disclosure of insurance business also helps 
the co-insurers, re-insurers, financiers and investors to take informed decisions on their vanous 
economic transactions with a particular insurance company. 
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Importantly the International Association of Insurance Supervisors (IAIS) has also dealt with various 
aspects related to public disclosures by insurance companies through issuance of Guidance Papers 
Standards and Principles. ' 

The IAIS has laid emphasis on supervisory bodies ensuring that the disclosures by the incumbent 
regulated entities are relevant, timely, accessible, comprehensive and meaningful, reliable, comparable 
and consistent over time. 


In ICP 26 Information, disclosure and transparency towards the market, one of the 28 core principles of 
standards and codes in place by IAIS provides that The supervisory authority requires insurers to 
disclose relevant information on a timely basis in order to give stakeholders a clear view of their 
business activities and financial position and to facilitate the understanding of the risks to which they 
are exposed.’ 


Regulations notified and series of circulars / guidelines issued by the Authority (IRDA) provide 
regulatory framework of disclosure norms for insurance sector in India 
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Guidelines on Periodic Disclosures: (IRDA Circular dated 9-4-2010) both for life and 
non-life 


In order to have uniformity among the insurers on disclosures and to clarify the doubts raised by certain 
insurers and other stakeholders, Authority provides the following guidelines on periodic disclosures 


Insurers are not required to display last 5 years data on quarterly/ half yearly basis; This clarification 
applies to disclosures pertaining to geographical distribution; Claim Aging/ quarterly Claim data 


The information for last 5 years will be based upon the audited statements; Investment data are to be 
disclose in Investment Forms (NL-36, NL-28, NL-29, NL-35, NL- 37) for non-life insurance and (L-26, L- 
27, L-28, L-33, L-34 & 1-35) for Life Insurance Companies. 


L 
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Disclosure in respect of a) Motor OD TP break up and b) Reporting of premium and claims on 
gross basis 

(a) Motor OD TP break up: 

As clarified by IRDA Guidelines, the breakup of the motor segment into Motor OD and Motor TP may 
be furnished from 2006-07and prior to 2006-07, the companies may furnish the aggregate figure 
without any split of Motor OD and Motor TP separately as this was not a requirement prior to 2006-07. 

(b) Reporting of premium and claims on gross basis: 

The information for the previous year may be furnished on net basis as accounting regulation requires 
the premium and claims to be reported on net basis. However, from 2010-11 and onwards, the same is 
required to be reported as per the format prescribed. 
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L-l-A RA Revenue Account for publication 


In order to minimise the publication costs, the following is decided as regards newspaper publication 


Disclosures as regards lines of . . ... 

business may fall under the Annuity may be clubbed with 

broad heads viz: Life. Pension pension for disclosure purpose 
and Group 


Health may be clubbed under 
the broader head of Linked and 
Non-linked business, as 
applicable 


Disclosure of 1* and 3 rd quarters is required to be hosted on website 

Half-yearly limited review (carried out by a, least by -one of the 

'^newspapers (Abridged version) and website T,me lines for 
publication will be as laid-down by the circular J 
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For the purpose of computation of the ratios to be disclosed, the following is clarified by IRDA 

a) Single premium would not be considered for computation of Conservation Ratio 

b) Net Retention Ratio 

It is reiterated that the denomination for the ratio will be Gross Direct Premium written in India and 
reinsurance accepted will not be considered for the purpose as the same has already been considered 
for computation of numerator i e Net Premium. 

c) Underwriting Balance Ratio 

Premium deficiency will be also taken into account. 

d) Operating Profit Ratio 

Premium deficiency and expenses under profit and loss account would also be considered. 
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e) Investment Yield (Gross and Net) - life 

The yield calculated on fund wise (NL PAR / NL Non PAR / Linked Par/ Linked Non Par/ shareholders 
Funds) “with realised gains" and “without realised gains" needs to be given. However in view of 
modification in the Appointed Actuary’s annual Report format, the reference for the data will be from 
Appendix D of new Appointed Actuary’s Annual Report. 

f) Conservation Ratio 

This will also include group fund business. However in order to avoid ambiguity on treatment of the 
group insurance premium and have a uniform policy on the same, a separate guideline on the same is 

issued. 

g) Persistency Ratio 

Method of calculation of Persistency Ratio should be as per the guidance provided by the Institute of 
Actuaries of India in this regard. It is clarified that in case of financial year-end. the data from the 
^hapteT^^yl of experience of new Appointed Actuary's Annual report will be taken For other 
than financial year-end (quarterly/ half-yearly) the same approach mentioned in Appendix B o 
same report will apply — — 
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h) NPA Ratio 

In case of life Insurance, the reference of data will be as per sec (d) of Appendix D of Appointed 
Actuary’s Annual Report. In case of Non-life insurance, the same will be computed as per the norms 
specified by RBI from time to time. 

Insurers may display the ratios of the past 5 years as per their audited financial statements with the 
basis of the computation of the ratios. However, the ratios from the year 2009-10 need to be computed 
strictly as per the definition given in the circular. 


Items to be Reported 


, 


It is clarified that the items shown in the Cash flow statement are the minimum, which need to be 
reported. The insurers may include any other items, which they deem fit 
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L-7- Benefits Paid 


Periodical Benefits- It is confirmed that it covers survival/ money policies. However, information for 
previous years needs not to be re-classified. Any benefit paid on account of survival/ money back 
policies needs to be classified prospectively under this head ] 


WBS;- 


L-39: Data on Settlement of Claims 


in case of surrender, the computation of ageing of data will be from the date of application of surrender 
to the date of settlement of the claim I 


Schedule References 



Schedule references are only to comply with circular of public disclosures_ It will not change the 
Ichedule reference of the financial statement to be prepared under Accounting Regulations 
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L-1 A-RA-"Fund Reserve” 


It pertains to linked business. This is to ensure separate disclosure under the two heads - Linked 
Liabilities and Non-Linked Liabilities as against "Gross indicated in the Regulations 


L-1-A-RA Other Investments 

There is no new line item "Other Investments Income" in Schedule L-1 -A-RA The said schedule is 
similar to the corresponding A-RA prescribed in Regulations on Financial Stateme t 


L-30 and L-31- Related Party Transactions 

Disclosure is required for all related party transactions (as per AS-18) as required by Regulations on 
Financial Statements 
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L-36 Premium and No of Lives covered by policy type: 
a) L-36 Premium and No of Lives covered by policy type 

Please refer para 6(iv) of above A separate circular governing the various aspects of group business will 
be issued. Till such time, the insurer may not use annualised premium for group fund business like 
gratuity, leave encashment and superannuating. 



b) L-36 Premium and No of Lives covered by policy type: 

Premium slabs given in the form are based on annualised premium. Insurers are advised to adhere to 
the same. 

c) When the premium is required to be taken on annualised basis: 

Number of lives will have to be covered once Repetition of number of lives (in other than in annual 
premium payments) must be avoided 

d) Whether data required upto date signifies the cumulative year to data only: 

Column headings of the form clearly indicate the requirement-up to date, year to date Insurers are 
required to furnish information accordingly 
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Intro: This chapter explains about the significance of portfolio management along with factors and i 
a s s ociated with portfolio management 


Portfolio management refers to investment management, which is a complex procee® making 
decision about the investment mix and policy, matching investment to objectives asset allocation lor 
individuals and institutions and balancing nsk against pffbhnance ^ — 


Fundamental An*ly»li 




■■■■ 




[ Technical analysis is a security analysis mdthoduwid ^'^h^^aralysirisTased on the assumption 

^ “ wre,a,,on ri- 

1 intnnsic value — 
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Identification of 
financial assets or 
securities or asset 
class and allocation of 
investment 


Deciding and 
determining the 
weights and portion of 
different assets in the 
portfolio 


Selection of securities 
within the asset 
classes identified and 
weights determined 


Evaluation of 
performance of various 
securities and render 
requisite revision 


■ 


Security Analysis 


Portfolio Analysis 


Portfolio Revision 


Portfolio Evaluation 


Typ * 

Systematic Risks 

1 of 1 

Unsystematic Risks 

IsSS Sd teMit^'^d'cannot be diversified in 

emer 

It refers to risk unique to a particular company orl 

industry These risks are avoidable through 1 

it Accounting 
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Importan t Considerations for lnva.tm.nt In Flxad Incom. Product. 


Fixed Incomo Product* 

[ThePPF is a long-term investment that locks up your money for 15 years 




[Tax free bonds offer the chance to earn high interest income without any lux InckteflO. 


ssKssaesas ,n — — » *- *— 
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One of the prime reasons for this popularity is that FDs give guaranteed returns 



FMPs carry a fixed term of investment (represented in number of days) and uoon the ZZ 7, Z . 
proceeds (principal plus returns) will be automatically redeemed and deposited in ?hf ° hl * ,erm ' ,he 
account ^ lBa ln me investor s bank | 


Important consideration In Fixed Income Instrument 


— — — 


The choice of product should depend on your 

Risk appetite 

Liquidity needs 

| Investment horizon 

Tax considerations | | 
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I in nU .w about what you want when you invent in debt 


Important factor* to b* considered In Investment decisions for fixed-income options 

1 ixed Income product* tal 
consider four Important fa 
important factor* are 

1 

'it the lion s share of an individual’s investment portfolio. The investors need to 
ctors in their investment decisions even for Fixed-income options. Those four 

i 

Security (lent n*k 

content ) 

Return 

Liquidity 

Taxability of income 


Degree of nafety and necurity vary from one fixed income product to other 
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Important Considerations in Portfolio Management (continued) 
4) Fixed Income Instrument 


Fixed Income Instrument as an asset class offers multiple options to the investor, each with its 
own unique features The choice of product should depend on your risk appetite, liquidity needs 
investment honzon and tax considerations Be clear about what you want when you invest in 
debt. 

5) Tax-free bonds 

These bonds offer the chance to earn high interest income without any tax incidence For those 
in the lowest tax bracket, investment in fixed deposits and recurring deposits is a good idea 
However, to get more out of fixed income, you will need to move a bit higher up the risk ladder 
Bond funds and FMPs provide a good alternative to traditional instruments as they can offer 
oecent capital appreciation , even though the returns are not guaranteed. Company fixed deposits 
and NCDs do offer higher return (double-digit , in most cases) than traditional fixed income 
nstruments but they carry much higher hsk of default. 

5) FMPs are tax-efficient compared with bank FDs 

n vestment m FMPs of more than 1 yr duration provides indexation benefit - a benefit given to debt 
westers to compensate for the loss in real income due to inflation. Thus individuals in higher 
noome tax prackets can get better after-tax returns from FMPs than from FD 
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Foreign Exchange Market and Management of 
Exchange Rate 



T f-& exersange •'ate EP it the pnee of one country s currency in terms of another currency which is 
m the Foreign Exchange Market 


Irs tne ^obal market today the currency of country it traded against another s in a profitable manner The 
~a'ke< mat enables this trade of currency is called Foreign Exchange Market 




There may tie different lundt of transactions that take place in a foreign exchange market - such 
TrOTtacfeont Forward Transactions and Swap Transactions 
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involves a direct exchange of currencies 
*tween the countries in quick rather instant 
succession 


In spot transaction settlement dale * No days 
ahead of the transaction except in case of the 
US dollar the Canadian Do*ar or ^iiuer 
Rubble which are settled m the next workin g day j 


I It is a financial exchange transaction in which the transaction between the parties 

exchange fixed on the transaction date while settlement takes place at a future 
money «t not effected before the settlement date which may vary from one week 


ties • done at the rale of 1 
ure date The tr an sfer ofl 
to one year 
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Structure of Foreign Exchange Market 


Structure of Foreign Exchange Market 

The Foreign Exchange Markets structurally differ from stock markets. 

It is divided into two basic levels on the basis of transactions in the market and access to it. The first level 
of the market is occupied by the inter-bank market comprising commercial bank, investment bankers, 
central banks and Non- Banking financial institutions of countries, while the other level consists of small 
banks, MNCs, hedge funds and retailers. 

Again the exchange market can be divided into a whole sale segment and the retail segment. In the 
whole sale segment, inter-bank dealings are carried out. In the retail-segment, the travelers can 
exchange currencies of one country for that of the other. The size of the whole sale market is much 
greater than the retail segment. 

The various component of the structure of the foreign exchange market are precisely mentioned below 
^ Banks 
r Central Bank 
^ MNCs 
^ Hedge Funds 
^ Investment Bankers 
* Retail Foreign Exchange Traders 
r Non-Banking Financial Companies 
r Money Transfer Companies 

id BO M.in.Mjmnont Account iny 
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Purchasing Power Parity 




| difference m th^inflatio^ate'wh?^ 6 exchan 9® rate of the currency at hom h — 

1 exchange ra te of the currency * ' S ^Pe^ted by the respect.ve ap^eL^n 3 ^^ ,S equa/ to the l 
^ MMreciation or depreciation of the / 
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Codes and Symbols of Currencies 

The International Standard Organisation (ISO) has devised the following codes and Symbols for 
currencies of various countries for being used by SWIFT network in the international bank transactions 


Currency 

Symbol 

ISO Code 

Euro 

€ 

EUR 

Pound Starling 

£ 

GBP 

Japanese Yen 

¥ 

JPY 

US dollar 

$ 

USD 

Australian dollar 

$ 

AUD 

Canadian dollar 

$ 

CAD 

New Zealand dollar 

$ 

NZD 

pSwiss franc 

fr 

CHF 

Singapore dollar 

$ 

SGD 

Mexican Peso 
__South Korean Won 

$ 

MXN 

ISDlA/ 

Indian Rupee 


rvKW 

INR 




The foreign exchange market is a global decentralised market for the 


trading of foreign currencies 
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Indian Foreign Exchange Market has witnessed of reforms since 1991 with the liberalization of Indian 
Economy >n 1991 and the consequent reforms in trade , commerce and also in financial market 


992 


2001 


2005 


Reforms in Indian foreign Exchange Market 


EXIM hank of India announced a new version of fhc dual exchange rate 


Liberalized Exchange Rate Management System (LERMS) was introduced with dual rate of 40-60 for 

export growth. The EXIM scrip was abolished and the US dollar became the intervention currency 


Amendment in EERA with RBI's announcement of Bid-ofTer rate on I S dollar through spot quotation 


Relaxation of RBI's control over current account transfer and rupee declared as current account convertible 


Restrictive control on the basis of report on current account convertibility was abolished 


fERA was replaced by FEMA to liberalize the foreign exchange market operations 


Capital account transactions were further liberalized 


f Dl was further liberalized and Indian firms were allowed to make overseas investment and use foreign 
investment in Indian business. 


Indian organization was permitted invest even up to 100% capital in a foreign organization either as joint 
venture or as a complete ownership 


Automated route for investment in the foreign country was formed to promote globalization 


< <:;iing in various sectors was raised to encourage Fils and FDI 
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Intro: This chapter discusses about Financial Risk Management and concept of derivatives, an 
analytical study about different types of financial derivatives and their utilities 


Financial Risk Management and Derivatives 


Financial Risk Management is the process and technique of identifying, analysing, evaluating and 
managing current and possible future financial risk for a firm with an objective to reduce the firm s 
exposure to future financial risk and stabilise its balance sheet position 


Th *** **» "* ,nd by using certain hybrid financial instrument called 'derivatives 

f VVUKUS Oenveeves in fhe form of Future Coni, acts. Fonvard Comrade. Options, and Swaps are used 
tor neOgmg risks as well as speculative purposes 
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A futures contract differs from a forward contract in that the futures contract is a standardised <ax*<w* 
written by a cieanng house that operates an exchange where the contract can be bought and v* 
forward contract is a non-standardised contract wntten by the parties themselves 


Some of the most popular assets on which futures contracts are available are equity stocks, indices 
commodities and currency. 

Marking to Market 

A futures contract specifies a trade taking place in the future and the futures exchange institution acts 
as intermediary to minimise the risk of default by either party. The exchange requires both parties to put 
up an initial amount of cash, called Margin Since the futures price will generally change daily, the 
difference in the prior agreed-upon price and the daily futures price is settled daily also (variation 
margin). 

The exchange will draw money out of one party’s margin account and put it into the other's Account so 
that each party has the appropriate daily loss or profit If the margin account goes below a certain value, 
then a margin call is made and the account owner must replenish the margin account This process is 
known as marking to market 





